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Before the
FEDERAL COMMUNICAnONS COMMISSION

Washington, D,C 20554

In the Matter of

Allocation of Costs Associated with
Local Exchange Carrier Provision of
Video Programming Services

CC Docket No. 96-112

AMERITECH'S REPLY COMMENTS

----------------- ---------------

The Ameritech Operating Companies l ("Ameritech" or the

"Company") respectfully offer the following reply to the initial comments on

the Notice of Proposed Rulemaking released in the above-captioned docket

on May 10, 1996 ("NPRM,,).2

In the NPRM, the Commission makes several proposals to change its

cost allocation rules which allocate common costs between regulated and

nonregulated services_

1 The Ameritech Operating Companies are: Illinois Bell Telephone Company, Indiana Bell
Telephone Company, Incorporated, Michigan Bell Telephone Company, The Ohio Bell
Telephone Company and Wisconsin Bell, Inc.
2 The Commission limited reply comments to 15 pages, NPRM at par. 66.
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1.

INTRODUCTION AND SUMMARY

Ameritech made three basic points in its initial comments:

First: The Commission should forbear from applying its Part 64

cost allocation rules to carriers which operate under pure price cap

regulation.

Second: If the Commission decides to continue to apply its Part

64 rules to pure price cap carriers, then those rules should be

streamlined.

Third: If the Commission decides not to forbear from or

streamline its Part 64 rules, then it should not amend those rules at all

because they currently are more than sufficient for the Commission's

intended purpose.

Nothing in the initial comments filed by others in this docket causes

Ameritech to change these basic views.

In fact, a review of the NPRM as well as the initial comments shows

that there is nothing in the record in this docket to explain why additional,
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more rigid cost allocation rules are needed at the present time.3 It was just 18

months ago, after all, that the Commission specifically rejected claims that

Part 64 needed to be amended to prevent cross-subsidization of nonregulated

video programming services. It would be arbitrary and capricious for the

Commission to reverse itself on this conclusion without some reasoned basis

in the record. And if the basis for this reversal is a desire to use cost allocation

as a way to intentionally redirect significant costs from regulated to

nonregulated (but not vice versa)4 and then, through exogenous treatment, to

effectuate systematic reductions in a carrier's price cap index even though

productivity already has been accounted for in the "X" factor, that would be

not only arbitrary and capricious and a violation of the Commission's price

cap rules -- it would be confiscatory, as well

3 Some parties argue that the Commission has the authority under Section 201 of the Act to
mandate Part 64. ~. AT&T at 2. But that is not the issue. The issue is whether the
Commission should continue to mandate Part 64 for pure price cap carriers.
4 The Commission says that its "rules will intentionally allocate a significant part of common
costs to non-regulated services." NPRM at par. 23.



II.

NONE OF THE PARTIES FILING COMMENTS PROVIDE ANY LEGITIMATE
REASON WHY THE COMMISSION SHOULD CONTINUE TO APPLY ITS

COST ALLOCATION RULES TO PURE PRICE CAP CARRIERS.

Part 64 -- a remnant of traditional rate base/rate of return regulation --

was adopted by the Commission "to protect ratepayers from bearing the costs

and risks of nonregulated activities."" Pure price cap regulation severs the

relationship between cost and price. Under pure price cap regulation, the

price of regulated services are unaffected bv the Commission's cost allocation

rules. Therefore, the Commission should forbear from applying its cost

allocation rules to pure price cap carriers because those rules no longer are

necessary "to protect ratepayers from bearing the costs and risks of

nonregulated activities:'6 Many others agreed with this argument?

The self-serving arguments of those who favor continued application

of Part 64 to pure price cap carriers are unpersuasive. Some, for example, say

that a carrier operating under pure price cap regulation today can opt for

sharing in the future, or may not be subject to pure price cap regulation at the

state level and thus should continue to be subject to the Commission's cost

allocation rules. Yet, the Commission can resolve this objection simply by

5NPRM at par. 9.
6Id.
7 Southwestern Bell at 4; GTE at 5-6; USTA at 6; Bell Atlantic at 3-4; Pacific Telesis at 3-6;
NYNEX at 3; SNET at 4-5 (arguing that Part 64 is not necessary under price cap regulation even
with sharing).
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saying that it will forbear from applying Part 64 to pure price cap carriers only

as long as they remain subject to pure price cap regulation.

Others argue that Section 254(k) of the Act requires continued

application of Part 64 rules to pure price cap carriers. Section 254(k) of the Act

provides as follows:

A telecommunications carrier may not use services that are not
competitive to subsidize services that are subject to competition.
The Commission, with respect to interstate services, and the
States, with respect to intrastate services, shall establish any
necessary cost allocation rules, accounting safeguards, and
guidelines to ensure that services included in the definition of
universal service bear no more than a reasonable share of the
joint and common costs of facilities used to provide those
services. (Emphasis Added)

As is clear from this plain language, the only cost allocation rules mentioned

in Section 254(k) are those which are necessary to ensure that services within

the definition of universal service bear a reasonable share of joint and

common costs. But since the rates for a pure price cap carrier are not

regulated on the basis of cost, the Commission's Part 64 cost allocation rules

are not necessary to ensure a reasonable allocation of joint and common costs

However, if the Commission concludes that its Part 64 cost allocation

rules are necessary to ensure that noncompetitive services do not subsidize

services that are subject to competition, then the plain language of Section

254(k) requires the Commission to apply those Part 64 rules to all



telecommunications carriers -- including the interexchange carriers and cable

operators who never miss an opportunity to promote the application of

onerous regulatory rules on their competitors but never on themselves.8

Cox Communications argues tha t Part 64 should apply to pure price cap

carriers because misallocations of costs to regulated can reduce a carrier's

productivity factor in future years. 9 Cox is wrong. Although the

methodology for the industry productivity factor for price cap regulation is

being addressed in another docket, the Commission has tentatively concluded

that the proposed Total Factor Productivitv ("TFP") offset to the price cap

index should be based on total company data such that all efficiency gains are

reflected. lO Therefore, any shifting of costs between regulated and

nonregulated would not impact the TFP offset Moreover, since the TFP

offset is based on industry data, any cost shifting between regulated and

nonregulated for a particular carrier would be of no consequence to that

carrier in its application of the TFP offset.

8 AT&T suggests that Section 254(k) of the Act applies only to "incumbent LECs" (AT&T at 2),
but does so by disingenuously replacing the term "telecommunications carrier" -- the term used
in Section 254(k) -- with "incumbent LEC" -- a tenn which is not used in Section 254(k).
9 Cox at 11 and Exhibit B.
1
0 Price Cap Performance Review for Local Exchan~e Carriers, CC Docket 94-1, First Report and

Order, ill. April 7, 1995 at par. 159; Fourth Further Notice of Proposed Rulemakin~, reI. Sept.
27, 1995 at par. 25.
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The only other idea offered in support of Part 64 applying to pure price

cap carriers relates to how cost allocation -- specifically, from regulated to

nonregulated -- could be accorded exogenous treatment and thus have the

effect of reducing the carrier's price cap index. I I However, as the

Commission recognizes in the NPRM, exogenous treatment under the

Commission's price cap rules was not intended as a general rule to apply to

changes in a carrier's cost of providing regulated services. 12 The only

exceptions relate to matters that are beyond the control of the carrier, not

reflected in the GDPPI and are economic, i.e. affect cash flowl3 and these

exceptions do not apply to the proposals in the NPRM.

AT&T argues that exogenous treatment for reallocation of costs from

regulated to nonregulated is required by the Commission's current cost

allocation rules. Specifically, AT&T says that:

[t]he price cap rules already define exogenous cost changes
as 'those [changes] caused by ... [t]he reallocation of investment
from regulated to nonregulated activities pursuant to 'the
Commission's Part 64 cost allocation rules. [Citing] 47 c.F.R.
Section 61.45(d)(l)(v). See also 47 c.P.R. Section 61.44(c)(4).14

11 The Pennsylvania Office of Consumer Advocate at 16 says that unless the Commission's Part
64 rules have the effect of reducing a price cap carrier's index, cost allocation "becomes an
empty exercise ...." The Commission, on the other hand, has acknowledged that use of
exogenous cost adjustments impede the development of market-based rates. Interim Price Cap
Order at par. 299 (''This progress toward market-based rates and away from rate of return
regulation will be impeded, however, if we continue indefinitely to allow exogenous cost
adjustments that have the purpose and effect of perpetuating the relationship between
accounting costs and rates that existed on July 1.. 199(1.")
12 NPRM at par. 58.
13 In the Matter of Price Cap Performance Review for Local Exchan~e Carriers, Docket 94-1,
Report and Order. reI. April 7, 1995 at pars. 29R-29q
14 AT&T at 10.
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This is misleading. Section 61.45(d)(1)(v) addresses exogenous cost changes

due specifically to "[tJhe reallocation of investment from regulated to

nonregulated activities pursuant to Section 64.901" (emphasis added), not

pursuant to the Commission's Part 64 cost allocation rules generally, as AT&T

represents. Likewise, Section 61.44(c)(4) addresses exogenous cost changes due

specifically to "[tJhe reallocation of investment from regulated to

nonregulated activities pursuant to Section 64.901" (emphasis added). The

distinction between AT&T's citation to "the Commission's Part 64 cost

allocation rules" on the one hand, and Section 64.901, on the other, is

important because the only context in Section 64.901 where a "reallocation"

can occur is Section 64.90l(b)(4) which addresses forecasts which later prove to

be inaccurate. It is unreasonable for AT&T to argue that the exogenous

treatment accorded to a "reallocation" of cost due to an inaccurate forecast has

any applicability to fixed factor allocations made generally on the basis of Part

64 rules.

Some argue that exogenous treatment for cost allocations is necessary

to ensure that regulated services share in the economies of scope associated

with joint regulated/nonregulated use of common plant. But, that "sharing"

already occurs through the productivity offset; use of exogenous treatment to

8



effectuate additional "sharing" would violate the Commission's price cap

rules, would be arbitrary and capricious and would amount to confiscation. IS

Nevertheless, if the Commission decides to accord exogenous

treatment to cost allocations in this manner notwithstanding all of the

reasons why it should not, it should do so only with respect to investment

which was included in the initial price cap rates. As Pacific Telesis correctly

notes: "Because such new investment [i.e .. investment made after the July

1990-June 1991 period for which initial price cap rates were established] has

never been part of the price cap equation, it should not be 'taken out of' price

cap rates."l6

III.

THERE IS NOTHING IN THE RECORD TO SUPPORT ADDITIONAL,
MORE RIGID COST ALLOCATION RULES AT THIS TIME.

If the Commission decides not to forbear from applying its cost

allocation rules to pure price cap carriers then, as Ameritech argued in its

initial comments, those rules should be streamlined or, at a minimum,

15 Section 706 of the 1996 Act requires the Commission to utilize price cap regulation, in a manner
consistent with the public interest, to encourage deployment of advanced telecommunications
capabilities. Use of cost allocations to reduce a carrier's price cap index would have exactly
the opposite effect.
16 Pacific Telesis at 18. See also Bellsouth at 11-13; NYNEX at 22-24. Because any broadband
investment made after the July 1990-June 1991 period for which initial price cap rates were
established has not been part of the price cap equation, it is difficult to understand how some
parties can reasonably conclude that they have "subsidized" recent plans of local exchange
carriers to enter the video programming market. ~. MCl at 12; Cox at 34.
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simply left alone. 1
? The Commission reaffirmed just 18 months ago that its

Part 64 rules were more than sufficient to prevent cross-subsidization of

nonregulated video programming services

We [the Commission] reject claims that we should amend Part
64 because current rules would not prevent LECs from
improperly subsidizing video dialtone nonregulated services.
To the contrary, we conclude that existing Part 64 rules do not
require modification to prevent such an outcome.18

The additional, more rigid cost allocation rules proposed in the NPRM are no

more justified now than they were 18 months ago when the Commission last

addressed the matter.]q Indeed, more rigid cost allocation rules are even less

justified today under the 1996 Act given that a "de-regulatory national policy

framework" is one of its overarching goals 21

The contrary arguments of some of the parties filing comments in this

docket are not persuasive. For example, MCI argues that more detailed and

17 There is nothing in the 1996 Act which requires the Commission to adopt more rigid cost
allocation roles; in fact, as the Commission itself recognizes, one of the overarching goals of the
Act is that the Commission "provide for a pro-competitive, de-re~ulatory national policy
framework ...." NPRM at par. 1 (emphasis added) citin~Conference Report, S. Rep. 104-230 at
113 (Feb. 1, 1996)("Conference Report").
18 In the Matter of Telephone Company-Cable Teleyision Cross-Ownership Rules, Sections
63.54-63.58, CC Docket No. 87-266, Memorandum Opinion and Order on Reconsideration, reI.
Nov. 7, 1994 at par. 179 ("VDT Recon. Order"). Ironically, many of the proposals in the NPRM
have their origin in the Commission's video dialtone-related proceedings in CC Docket No. 87­
266, even though Congress specifically stated that those rules and regulations "shall not apply
to the operation of an open video system." Conference Report at 179.
19 Accord Sprint at 2-5; Southwestern Bell at 4
20 Accord GTE at 4.
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rigid cost allocation rules are necessary so that interexchange carriers are not

forced to "continue subsidizing" local exchange carrier entry into the

interexchange market. 21 Pure price carriers, however, have no incentive to

engage in any cross-subsidization; therefore, more rigid cost allocation rules

are not necessary. But if cost allocation rules continue to be necessary, Part 64

is more than sufficient to satisfy the Commission's goals. In fact, as the

General Services Administration (GSA) notes, there has been little

controversy in the past about the effectiveness of the Commission's Part 64

rules.22

But the best evidence that rigid, inflexible cost allocation rules are not

reasonable is the fact that so many of the parties disagree on what a

mandatory, fixed allocation rule should be. Some parties think a 28% fixed

allocation to nonregulated would be reasonable given their particular

circumstances. 23 Some say 50%.24 Some others say 55% to 60%.25 Still others

21 MCI at 12.
22 GSA at 8.
23 Bell Atlantic at 9.
24 SNET at 16-18. Puerto Rico Telephone Company (at 6-9), on the other hand, says that a 50/50
split for loop allocation would be arbitrary and confiscatory.
25 MCI at 10.
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say 75%}6 or moreY Two parties using the same data come to wildly

different conclusions.28 One party says the Commission should adopt a fixed

factor using a TSLRIC standard. 29 Another party says that the fixed allocation

percentage to nonregulated need not be based at all on cost, but may be based

on universal service / public policy principles. 311

Different allocations may be reasonable based on different

circumstances. For example, services will be deployed using different

technologies. Different network architectures undoubtedly will be used and

different deployment timetables will be followed. Usage patterns invariably

will be different. Costs may be different. These kinds of differences will

26 Cox at 8; Time Warner at 10. This particular allocation percentage seems to be based on the
mistaken belief that a substantial majority of broadband facilities deployed by carriers in the
future will support only nonregulated services.
27 Continental at 2-3. Rigid allocations based on bandwidth, as recommended by Continental,
would be unreasonable for several reasons. First, not all broadband services which employ
video formats will be nonregulated. Second, the cost of additional equipment necessary to add
two-way narrowband telephony signals to the traditional one-way Hybrid Fiber Coax (HFC)
transmission facility is substantial compared to the cost of the same type of facility if designed
to carry only traditional cable TV-type services. Third, if 24 Mhz is designated, as Continental
has assumed, for each of the 12-24 homes in a fiber-to-the-curb architecture, then that would
require designation of 2 Ghz for data transmission services on a 750 Mhz facility which
accommodates 2000 homes. Even assuming that each HFC bus accommodates only 500 homes,
500 Mhz of the facility's 750 Mhz capacity would then be reserved for data transmission,
leaving only 250 Mhz for traditional video entertainment services.
28 NCTA at 20; Bell Atlantic at 9.
29 AT&T at 4-9. AT&T proposes the use of the Hatfield model for this purpose. MCI, while
proposing the use of a stand-alone cost ceiling, also recommends use of the Hatfield model. Mel
at 7. The merits of any mandatory fixed factor aside, Ameritech disagrees with the Hatfield
model for the reasons cited in its May 30, 1996 Reply Comments in CC Docket 96-98, at 32.
Moreover, it would be unreasonable to introduce and apply pricing principles and "cost capping"
to this cost allocation docket because cost allocation has nothing to do with the pricing of
nonregulated services, as the Commission recognized in its Joint Cost proceeding. See Joint Cost
Order, Docket 86-111, reI. Feb. 6, 1987 at par. 40.
30 Time Warner at 8. This rationale is not supported by anything in the Commission's current
cost allocation rules or in the NPRM proposals However. if this rationale is adopted, it
logically should apply to all telecommunications providers. not just incumbent local exchange
carriers.
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necessarily result in differences in cost allocations among carriers. The

Commission expressly recognized as much 18 months ago when it

characterized its Part 64 rules as follows:

Part 64, for the most part, does not prescribe cost categories or
allocation factors. Rather, each carrier selects, subject to public
comment and Commission review, the cost pools and allocators
it needs to identify the costs of all of its nonregulated activities.
The Commission chose this approach because it believed that
the mix of nonregulated activities and the organizational
structure would vary widely from carrier to carrier, and that a
single, prescribed manual could not adequately encompass the
possible variations.31

This rationale for not prescribing uniform cost categories or allocation factors

is as valid now as it was 18 months ago. In fact, the argument against

uniform allocation factors is implicitly acknowledged by those parties who

recommend the adoption of fixed factors insofar as they also say that those

factors must be updated periodically to accommodate changing circumstances.

Instead of adopting rigid, "one-size-fits-all" cost allocation rules, the

Commission should continue to allow carriers filing cost allocation manuals

to propose, subject to Commission review, the allocations that make most

sense given their particular technology, network and organization.32 This

kind of flexibility is present in the Commission's current cost allocation rules,

and would not be undermined in any respect by Ameritech's

31 VDT Recon. Order at par. 180.
32 &.g. Southwestern Bell at 10; SNET at 9-12. An arbitrary fixed factor imposed uniformly on
the industry would not necessarily be cost causative and that would be contrary to the
Commission's cost allocation principles.
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recommendations for streamlining those rules as shown on Exhibit B in

Ameritech's initial comments.

However, if the Commission decides to adopt new, rigid cost allocation

factors because of nonregulated broadband services which may be provided in

the future, those factors should be applied to new investment which supports

those services and should not be applied to embedded plant which does not.

And no exogenous change should apply because those investments are not

part of the price cap equation.

IV.

CONCLUSION

For the reasons stated in Ameritech's initial comments and in this

reply, the Commission should forbear from applying its cost allocation rules

to pure price cap carriers. If the Commission decides not to forbear from

applying Part 64 under those circumstances, then it should streamline Part 64

in the manner Ameritech has recommended. If the Commission decides not
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to streamline its Part 64 cost allocation rules, it simply should leave those

rules alone because there is nothing in the record in this docket to justify

additional, more rigid rules.

Respectfully submitted,

Michael J. Karson
Attorney for Ameritech
Room 4H88
2000 West Ameritech Center Drive
Hoffman Estates, IL. 60196-1025
847-248-6082

June 12, 1996
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